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Introduction 

Tax policy can affect the overall economy in three main ways: by altering demand for 

goods and services, by changing incentives to work, save and invest; and by raising or lowering 

budget deficits. The macroeconomic effects of taxes are important because they can affect 

people’s well-being, although those effects do not always directly correspond to the effects on 

measured economic output. Macroeconomic changes also influence the amount of revenue a tax 

system raises, through so-called dynamic effects. However, evidence suggests that those 

dynamic effects are are generally modest. 

  

 

Definition of Key Terms 

 

Macroeconomics: The branch of economics that studies the behavior and performance of an 

economy as a whole. It focuses on the aggregate changes in the economy such as unemployment, 

growth rate, gross domestic product and inflation. 

Tax: Asum of money demanded by a government for its support or for specific facilities or 

services, leviedupon incomes, property, sales, etc. 

 

Tax rate: The percentage of tax paid for different levels of income. 

 

Economic Dynamics: Changes in an economic system over time, particularly those reflected in 

the behavior of markets,businesses,and the general economy. 

 

General Overview 

 
 Taxes have direct and derivative effects on all economic variables for economic and 

social purposes.Taxes on one hand effects on savings and investment decisions, on the other 

hand a means of incentive policy as a direct determinant of economic growth. The economic size 

of the state and the influence of taxes, which is the factor that determines the proportion of this 

size, has always been a matter of debate. Tax refers to the share of private and legal entities 

transferred to the state from their income and wealth. The size of the tax burden is a significant 

cost element in terms of those who carry out economic activities. The tax burden is in this sense 

a surplus as a cost element that has an impact on economic growth. In the 1965-2015 period, the 

relationship between tax burden and economic growth was examined and the VECM (vector 

error correction model) analysis was used. Positive changes in the tax burden affect economic 

growth negatively, and statistically significant results are achieved. High tax rates have big 

influences on economy as much as it have in society and welfare. Eventhough increasing taxes 



might seem like a helpful hand to economy it instead causes inadequate incomes, low wages, 

high prices, shoddy merchandise, product unavailability, product discontinuation, lost jobs, 

mortgage foreclosures, rental evictions, sheriff sales, homelessness, poverty, crime, chronic 

recessions, and a loss of purchasing power for all governments. The high taxation takes so much 

away from the economy that it enters a permanent form of recession. If government tries to boost 

the economy with increased government spending, the result is stagflation (simultaneous high 

inflation and unemployment) instead of prosperity. The only cure for stagflation is to cut both 

taxes and government spending. But this takes time to happen, keeping the effects of 

overtaxation in place for a time after the overtaxation ends.  

 

Key Actors And Their Positions 

 

Sweden: Sweden stands as the number one country with the highest income tax rates on Earth – 

just over 57%. Doing business there will be costly, but dealing in real estate might allow people 

to steer clear from high taxes. Sweden has a taxation system for income from work that 

combines an income tax (paid by the employee) with social security contributions (employer’s 

contributions) that are paid by the employer. The total salary cost for the employer is thereby the 

gross salary plus the social security contributions. The employer makes monthly preliminary 

deductions (PAYE) for income tax and also pays the social security contributions to the Swedish 

Tax Agency. 

 

Portugal: Portugal is a developed and high-income country with the 45th largest economy in the 

world and a tax rate of 56.5%. Portugal uses tax to increase equality between high-income 

earners and low-income earners in the country. 

Employment income earned is subject to a progressive income tax that applies to all who are in 

the workforce. Furthermore, a long list of tax allowances can be deducted, including a general 

deduction, health expenses, life and health insurance, and education expenses. 

 

Japan: Japan is the third largest national economy in the world, after the United States and 

China in terms of nominal GDP. In terms of purchasing power parity, it is the fourth largest 

national economy in the world, after the United States, China, and India. This is all quite 

astonishing for a country that only has the 10th largest population in the world. Many contribute 

Japan’s success to their legendary work ethic. 

With its capital being home to more millionaires than any other city on the globe, Japan 

is the only Asian country amongst high tax countries with a tax rate of 55.95% on income. The 

supremacy of Japanese corporations in Asia in producing a variety of sophisticated technology 

and automobiles means there is plenty of income for the government to tax. 

 

OECD: The mission of the Organisation for Economic Co-operation and Development (OECD) 

is to promote policies that will improve the economic and social well-being of people around the 

world. Established in the early 2000s, the Global Forum on Transparency and Exchange of 

information for Tax Purposes has served its members (originally only consisting of OECD 

countries) in addressing the risks to tax compliance posed by non-cooperative jurisdictions. In 



2009, in response to the G20’s call to strengthen implementation of the standards, the Global 

Forum now covers 150 members on equal footing and, through its in-depth peer-review process, 

monitors countries’ progress in implementation. 

 

 

 

Timeline Of Events 

World War I 

 In order to finance U.S. participation in World War One, Congress passed the 1916 

Revenue Act, and then the War Revenue Act of 1917. The highest income tax rate jumped from 

15 percent in 1916 to 67 percent in 1917 to 77 percent in 1918. War is expensive. 

  

After the war, federal income tax rates took on the steam of the roaring 1920s, dropping 

to 25 percent from 1925 through 1931. 

  

World War II 

 

  In 1944, the top rate peaked at 94 percent on taxable income over $200,000 ($2.5 million 

in today’s dollars3). That’s a high tax rate. 

  

 



1950s, 1960s, and 1970s 

  Over the next three decades, the top federal income tax rate remained high, never dipping 

below 70 percent. 

  

1980s 

  The Economic Recovery Tax Act of 1981 slashed the highest rate from 70 to 50 percent, 

and indexed the brackets for inflation. 

  

Then, the Tax Reform Act of 1986, claiming that it was a two-tiered flat tax, expanded 

the tax base and dropped the top rate to 28 percent for tax years beginning in 1988.4 The hype 

here was that the broader base contained fewer deductions, but brought in the same revenue. 

Further, lawmakers claimed that they would never have to raise the 28 percent top rate. 

  

The 28 percent top rate promise lasted three years before it was broken. 

  

 1990s-2012 

  

During the 1990s, the top rate jumped to 39.6 percent. 

   

However, the Economic Growth and Tax Relief and Reconciliation Act of 2001 dropped 

the highest income tax rate to 35 percent from 2003 to 2010. The Tax Relief, Unemployment 

Insurance Reauthorization, and Job Creation Act of 2010 maintained the 35 percent tax rate 

through 2012. 

  

2013 – 2018 

  

The American Taxpayer Relief Act of 2012 increased the highest income tax rate to 39.6 

percent. The Patient Protection and Affordable Care Act added an additional 3.8 percent on to 

this making the maximum federal income tax rate 43.4 percent. 

  

 



 
 

 

 

Useful Websites 

https://www.taxpolicycenter.org/publications/macroeconomic-effects-taxes/full 

http://www.oecd.org/general/searchresults/?q=taxation&cx=012432601748511391518:xzeadub0

b0a&cof=FORID:11&ie=UTF-8 
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